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Daze: Nuvember 3, 2003
Re: Santee Cooper Privalization Analysis

Introduction and Exscative Summary

According © the Authonty's preliminary analysis, with the assistance of its outside
experts, 1t will be autficuit for the Authonty to achisve an aftractive va uation wadsr any
reasonanle seemanio. parteularly given the additional costs that the Authority would incur s a
privete company. For example, under the most aggressive assumpuions, the stete could clear

1.3 billion in cash procecds through an TPO only if the rates increase by ar least 309, That
would Tead 10 n sccurulated 31,8 billicn increase in Santee Cooper customer charges in the
first five vears alone. Aithougn the anvanzed satity would likely pay shightly more (584
ulbion) in state taxes aver tus five-vear pericd, as a result of the earmungs Som the increasec
-azes. the initial cash proceeds and state tax revenues would not cover e increased utility costs
to the state's citizens. Moreover, the rarss are expected to continue at levels 3250 million - 5300
million per year above the Authority's rate projections for the forssesedle furere.  Figure !

graphically depie:s the rate increases et would be required under this scenunid.
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Figure 1

Revenue Requirements
2006 - 2010
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The Authontv's expenis analyzed the costs and Senefits of privanzation. Asy benefits
Suuth Carolina might be able w enjoy pnmanly would e based on: i 1) cask procesds from a
one-rme sale of the Authonty and (2) the tax revenues thut the state and local zoveraments
would derive as a resuit of the Authorry’s loss of its 1ax exempl status, less the Authority's
current payments in leu of texes.

[n rder to pain these bensfits, however, South Curolina residents and businesses would
pay increased clectnic sates to ihe privetdzed unlity to support: (1) the profit that 4 privauzed
utitity would nesd to 2zrn n order to attract (nvestors; {2) the increased cost of ceb! o retlect
both 2 higner Ask profile and {oss of tax excmpt financing; and (3) taxes, including federal

corparate lncome taxes that 2 privetized udlity would need to pay, ameng other tings

In uddition, there are significant costs assoctaled with the poivalizauon progess tsell
Because the Aurmority's debt cannot be assumcd by an other catity, the state wotid have o coll
and =2tire all of the Authority's dedt and 1avar the associated costy, ssumatze ‘n tha range af

$220-300 miliion over the amount of the Authenty’s projected oustanding cabt (53.1 milion. of

[R]
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wrien 8399 wotax-cxampe) olus ather substannal ragsaction costs < peluding professional fees
and e cost of obuuning required federal end state regulatory zpprovals and any related

FE RS

dtigaken),

Specia] Risk Factors Thar [afluence Valuaton

Prospecrive buvers of the Authorty would analyze the stability of the privatized unhry's
leng-ierm revenue stream. As snown by the following charts (Figures 2 and 35, the Authonty's
total electric sales and revenues are dominated &v coneentrated load within the industral class

and saies 1o one larges customer, the Cerntral Elecine Power Coaperative (“Central™), which in

turn supplivs power 1o all 20 eleciric conperdtives in the stawe:

Figure 2

Energy Sales By Customer Type (Gwh;
2002

T+
LTS

()
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Figure 3

Revenue Sources By Custamer Type
($ Millions)
2002

Cammercial
104 8
10.1%

Bealle Tim
B3

CamiFal
93—
0a%,
Besides normal factors that challenge 2 process o sich 3 targs scale, prnivaliz of the

Authonty may be further eomplicated by s wholesale power contract with Central (the
“Coordination Agzreement”’). The Coordination Agresment provides for Central to purchuse all
of its power reguirements from the Authority. Cenmal — which represents approximately 0% of
the Autbonty’s siectriciny sules — has the right 10 terminate the contract if the ewnaersiug,

anagemnent or control of the Authonty is substantially changed.

£ Cenrral were to terminate the Coordination Agresment witss the Authorty, the
srvatized utility would need to markat the generuting capacity it currently sells o Central in the
‘ompetitve wholesaie market, The privatized uiility’s potential merchant sk w1l certainly be

talken ined considesation by invesiors 2s they value the Authonny as  onvate compuny.

The Valuation
s uniikelv that the Authonty ccuid close a priveuzation transaction or two 10 thres
vears becauss o legzl and regulatory sreregwisites. Accordingly, for purposes of this ann vsts,

we heve zssumeg that suck a mansachon would taie place or January 1. 2006, We used wme

=
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Avthonty's offeial ten-vear Snancial forevast wlhich vovers the penod January 1, 2004 through
December 31, 2013, 1o conduet our analys:s. The Aurthority must make spproamately S1J
biflion in copitel investments between 2003 and 2007 to celiably serve its reiall customers, satisfy
1ts obligations 1o Central, 2nd mest environmenial reyuicements (rzgardless of whether
privanzation ceeiss), Those requirsd investments and the debr issued o fund them significanty
mntusnce the vaiuaten. Conscquently; itis entica. to use the right data as the starting poict for
the analvsis.

The Authority, with the assistancs o7 its outside experts, used four widely-aceeptec
metrods w estimate the vaiue of the Authority and thus. the prics that prosgective mvestess or

curchasers would be willing to pay for the Authority:

. discounied cash dow analysts;
a summ of the pars analysis. based on separate valuations ot the Authonty 3

generation, transmussion and distnbution: businesses;

v valuanion Based vpon public comparables, which are rading leveis of investor-
gwned-utilites with some similar attmbutss [“Public Comparebles™) and

- valuaiien Tascd on acquisition comparablss, which ar= pricing memmies achizved in
histerical acguizitions of utilities with some similar attribuies (“Acquisition
Comparables™).

These approaches refy on a muitiplier to attempt 0 interpulate values of the Authoriry
Financial valuation experts, uss each company's earnings before interest, taxes, depreciation and
amortizaticn (“EBITDA"} w0 interpolate. For sxampis, the Authonty's financial Sxperts
deterrmuned how muny times cach wtilicy's valus (aggregate markert capitalization and debt)
cxoceded its EBITDA. Witk this analysts, the Authority’s financial sxpert deveioped rauitiples

to 1pp:y to the Authonry's EBITDA to arrive at a range of possible values,

The Sour methods desenbed above provide useful refersnce ranges for the valuation of
the Althionity The last two methodologies produced similar valuation rangss. which excreded
the ranyes under the frst two methedologies. The fullowing Figure ¢ curlines the results ar the
valuation ranges using “hese methodviogics and shows the net impeczs on the stale of 2ach case.
In coaducting the analysis, the Authority focused on thres cases {with low, Sign and medium rate

impac:s). Frgure 4 shows (1) the nat sales proceeds and state taxes less (b) the sumulatiee rate

L
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‘nerease, both vver fve vears, While the valuation ranges are positive, the ovenall impacts on the
state are negauve, As demonstrated, the state would be between 5300 million and $1.8 billion

worse off at the ond of flve vears, and the ‘nereased rates would continue

Figure 4
Valuztion Ranges and Net Impact to the State
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The Authonty chuse to present valuation based or Pubiic Comparables in this report, An
IPO uTthe state’s |QUSY interest would result in an esamated 20%-30% ciscount 1o the squity
valuatian o retflect {a) acdinonal risks asscciated with a newly privatized cumpany given its lack
of eck recors asd (b)) curreat market conditions in which [POs are act fairing as well as they
werz in prior, though recent. history. In culculating the size of the equity discoun, the Au thority
zssumed a SO/S0 deht'zquity rano for the post-[PO entity as consistent with the requirement fora
Jesirasle cradit rading. Additionaily, transaction costs assoctated with underymiing and legal
services sustomarnily un 6-7% of the totul procesds that the PO raises. This is customarly
refarred to as the “Cross Spread” which eguals the percentage of the gross prozeeds fror an [BO)

paid :o the underwrters 1o cover the management fees, selling cormissions and underwriting
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concessions assoc ated with she PO, The ficst scenario (the low cuse) assumas thar the Authonty
15 privatzed but its slectne ratss are held ar the levels currently redected 1n the Authority's
Jfficial financial fsrecaszs, This scenario allows the state 1o see the value i could derive from
orivatizing the Authority without requiring its customers © pay more tor clectacity, Under s
scenar:o the state would not reeover snough from the runsaction to cover the cost of retinng the
Authoniv's existing dobt and the assoc:ated transaction costa. Specifically, all the valuarion
ranges yused on the above-described analysis fall below the approximately $3.4 Ziilion cost 10

defease the Authonty's debr

Table 1
Scenario 1 (Low Case} Resuits
(& in Millions)

EZITOA Multipies 7 30x 7 Tex 3.50x
Erterprze Yaiue i 1) 32,085 32,256 $2.308
IR Discount and Gross Spread (2] g(295) 32T 3{338)
Cosi to Ratire Authonty's Ouistanzing Ceot £i3.370) $3370; HE.37TO)
Met Proceecs (o the Stats B1EQ0y  Si14a1ly S0L228

{ 1) Bessd on Pubdic Tomparaties
{2 Assur-ad PO Descount ged Crass Spreae of 25.0%

The sceond scenario thigh sase) assumes that the state and federzl governmants will
silow the orvatized utiling 0 incresse its slecime rates to South Carolina customers to A fevel
sufficient to recover all of its costs and to meke sufficient retams for the equity invastars, The
results of this case ure outiinad in Table 2 below. Under this secnanc and assuming a 25% PO
discount 3t 'he midpoint of the valuaton ranges, the state would net $0.9 billion im proceeds Tom
the sale. Ower the Srst tive veurs. the orivatized unlity weuld also pay $3.5 biilion in stare and
'ocal taxes, The Authanry's experts sstmate that the privatized atility would have 1o increase
sates by 24,50 ¢rer the Authority’s races or by $1.8 Dillion for 2006-20110 alone. we.l above the
-avenues the state would derve theaugh privatization. The rates would remain higher by 3254

million 1o 5300 mltion per veur for the foreseeable future,
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Table 2
Scenario 2 (High Case) Results
(3 in Millions)
EBITODA Multiples 7= 7.75x 8.50x
Enterprise Value (1) 54 165 34 345 35423
IFD Ciscount and Gross 3oread (2) 5(538) (707 2775)
Cost lo Retre Autharity' s Culstare ng Dept 303,370 3370 5(3 370,
Ne: Proceeas to the Staie fram the ‘PO i S56E P S5

Cumulative {Syr) Stalz Tax Serefit — 584

Zumulative (3yr} Lozal Tax Banetl - 3363

Average Satz Increase 2008-2010 - 28.5%

Cumilative (Syr) Increase in Amounts Paid By Customera ~ 31,751
Effactive Return or Eguity — 12.50%

1) 2ased or Puchc Comparates
{2} Assumes PO Dscount and Gross Fomae of 25.0%

Figurs 5 shows the breakdown of the tncrease in rates of the privatized utility (ceTlected
i1 Figurz | above), including the amcent of monay flowing vut of st2te in federal taxes, profits

and increused interesi expense:

I
4
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Figure 3
Components of Revenue
Requirements Differential
$ in Millions
Total - 5346.2 Total - 31,750.8
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A third scenano {the medium case) assumes that the prvarizsd vtility 1s aotionizec to

raise sates by 20% over the Authority's rates during the 2006 through 2010 period. This sceparic

suppons 2 value mange betveen 53.7 and 34.5 hillion. The net procesds to the stute abier

fransaciion casis assoclated with an {20 and retizng the Authonty's debt would be bebweena

S172 mullion shortfail and 5313 millicn. Howsy

er, 4 20% rate increazse would cost consumers an

additional $1.3 billion for the 2005 through 2010 perivd, The sates would remain on average

about $206 million per vear higher for the foreseesble furure.,

urder s scenano.

e

Agsin, costs far outweizh benefits

i

i
\
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Table 3

Scenario 3 (Medium Case) Results
{5 in Milliocns)

ESITDA Mulliples 7 0= ¥ 75« B S0x
Erterprise Value (1) 33,731 A 54,531
PO Dissount and (Gross Spread (2) $(533) 3(52C) 5{E43)
Cost 1o Retirs Authority's Outstanding Dabt 33373 5(3.370 g3 a7
Me: Procesds (g tha Siate fram the (PO - 1T 3513

Cumuiative {Syr! Siate Tax Bereflil — 337

Cumutative (Syr) Local Tax Senefit — 5365

Average Sate Increase 2006-2010 - 20.0%

Cumclative {Syr) Ircrease in Amourts Pzaic By Cusiomars - 37 253
Effactive Rsturn or Equity -~ 9.00%

+1) Bagad an Subhc Campoaranles
i) Asaymed ‘PO Discount and Guoss Spraac of 25 0.

In additicn o the chjective numbers, the state would alse place at risk benetits tzar are
not rafleczed in 3 valuation acaiysis. The Authority provides a number of benefits as a result of
fs stafus s an instrament uf the state. For example, the Authonty has proven ability o facilitate
sconomic development and job growth among elecrrivity-intensive industnes. One of the
Authority’s goals is 1¢ be 2 leader in sconomic development. Since 1988 the Authority, in
cunjunction with the state’s electric cooperaives and the Palmeno Development Comporation, hus
hesn involved in the addition of 226 acw industrial iocations ard the expansion of 133 existing

industrial locations representng 35.5 builion in capital investments and over 27,000 new jobs.

The Authonty directly serves over 30 larpe indusmial customess sepresenting mors than
112,300 South Carclina jobs. Those jobs are generally high-skilled. high-paying jobs. In
sdditics, the clectnic cooperaiives {whose rates would elso inersase <7 the Authonty were
privatized) serve aver 100 indusinal customers representing thousands of add:ronal jobs. The
faliowing are some examples of the large -ndustrial customers that are currently senved by the

Authomiv and Central:

10
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Aurhoriy
v Aloeca- M Holly e Provar
0 Nucor Sizzl s BOC Gases
= Shows Denxo = BPamoco
o MG Indusines

Central
= Shaw Industnas * ‘Weyerhueuser
» Caroanz Pamicle Board » Nany:
e  Caterpillar e ‘Wellman Industnes
« Honda

Concinsicn

The Autnamty has 2nalyzed privanzanon as obiecavely as possibie and widh the
assistance of independent 2xperts. Under any realistic scenario, privatzation will not producs o
gain for South Carciina, Any oowcanal one-fime payment to the state is offset within 2 very f2w
vears by the higher rates paid by customers. The Authurity romains commited 7o faclitatog
statz policy by providing relisble and cost-efTecave service and retaining and anracting industnial

customers that provide sconomic growth for the staze.

in the inter=st in being promot and responsive, oy definidon this analysis provides a
rough appragimanon of the potential benerits and costy of pnivanzing the Authorty. OF course.
if the state lemislature were 1o decide to further svalvate privatization as an option, acdinonal and
mare sxtensive analvses wou,d be needed. The Authoritv is available to discuss this analysis unc

to assist the Slare [n answering questions regarding Santee Cooper.
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